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Abstract

Allocation of Risk Through Construction Contract Provisions and Practice
by
® Troy M. McClelland

Chairperson of the
Supervisory Committee: Professor Jimmie Hinze
Department of Civil Engineering

General conditions used by forty-four owners when contracting for construction
services were obtained and studied for risk allocation techniques. Additionally,
interviews were conducted with twenty-five construction professionals to study
how risk is allocated during actual project completion. The study provides a
broad view of risk allocation techniques used in specific clauses and of risk
allocation in actual practice. The study does not profile the prevalence of risk
allocation between contractor and owner, rather, the sole purpose of the study is to |
identify common contract provisions where risk allocation varies and actual

practices that place varying amounts of risk on contractors.




Chapter 1 - Introduction

Every action, whether professional or personal in nature, contains risk. With such
prevalence one would logically expect the concept of risk to be basic and well
understood. However, this is not the case. In fact, the very nature of risk makes it
difficult to understand and characterize. Simply defined, risk is the uncertainty that an
event will or will not occur. This uncertainty, fed by a constantly changing world, makes
the understanding of risk and its characterization difficult.

In the construction process the importance of a risk is most often determined by its
impact. That is, events that have cost, quality, and construction time consequences are
particularly important.

It is common knowledge that risk is an integral part of the construction process and,
like the general concept of risk, construction risk is a broad complicated subject. In fact,
construction risk is most easily understood when it is viewed as the product of multiple
discreet risk types. In a 1990 article on risk management Al-Bahar and Crandall (1990)
presented a list of the most common construction risk types as acts of God, physical,
financial, political, environmental, design, and construction completion. As risk
management and allocation are the primary determinants of success in the construction
process, it must continue to be studied and characterized.

It is the perception of many construction professionals that the most common risk
management strategy employed by construction owners in the past has been strict
avoidance through onerous specifications which shift risk to the contractors. That is,
contract documents were used to not only communicate an end product but also served as
a means to shift the preponderance of risk to the contractor. The litigation crisis of the
1980’s proved, however, that risk cannot be avoided. It was in this time period that
American society and the construction industry saw an alarming increase in third party
and tort litigation. Successful suits for enormous settlements against both owners and
contractors were common. It was, in fact, the enormous settlements coupled with

increased litigation that served as the messenger that a paradigm shift must occur and




that all parties to the construction process must try to actively manage risk rather than
passively avoid it.

It is generally accepted that contracts shifting the preponderance of risk to the
contractor will result in the submittal of higher bid prices. When onerous specifications
are used, it is probable that the owner drafting the specifications weighed the premium
bid price against the potential for loss and decided that the risk of loss required such
measures. Again, however, onerous specifications are not fail safe. In fact, such
specifications often result in additional litigation and claims costs as they are interpreted
strictly against the drafting party. In light of this fact and the rising cost of litigation, it is
often in the best interest of owners and contractors that risk be allocated fairly.

This research will focus on the specific construction risk types of design risk and
construction risk. For the purposes of this research, design risk is defined as the risk
established through the contract documents, and construction risk is the risk encountered
during the actual construction of a project. Specifically, the research will identify
common areas of risk found in construction provisions and in the actual practice of
constructing projects.

It is important to note that this research does not seek to profile or characterize the
allocation of risk between owner and contractor. The purpose is solely to identify
common contract provisions where risk allocation varies and actual practices that place
varying amount of risk on contractors. The study seeks to gain clearer understanding of
how risk is allocated between the owner and the contractor through contract provisions
and in actual practice. With this added insight, general recommendations on how to fairly
allocate risk in the future will be made. The recommendations will focus on minimizing
the potential for litigation, minimizing construction costs, and improving profitability for

the contractor.



Chapter 2 - Literature Review

2.1 - Introduction

An extensive search of the literature on risk allocation in contract specifications
revealed that little has been written on this specific topic. In fact, the most prevalent
element of design risk discussed in the literature is the risk encountered when a product
or technical specification is defective. For example, the flawed logic of using “or equal”
specifications, proprietary specifications, and outdated specification libraries is well
documented (Ibbs 1985, Ibbs 1986). Additionally, most construction articles and
publications addressing risk deal with either general strategies for risk management or
claims avoidance and resolution (Al-Bahar and Crandall 1990, Zack 1993). A small
number of articles commented on risk in contract provisions but the issue of risk

allocation was not the central theme of the studies being described.

2.2 - Review

In their paper “Impact of Various Construction Contract Clauses”, Ibbs and Ashley
(1987) studied 96 clauses within the contracts of 36 very large capital improvement
projects. The stated purpose of the study was to determine the effect of the clauses on
project performance. The study also examined the views of owners and contractors
concerning how specific clauses allocated risk. The most significant disparity in
perception was encountered on the design rework clause. Owners felt this clause only
allocated 23% of the risk to contractors while contractors felt it allocated 80% of the risk
to them. Ibbs and Ashley stated that the contractors involved in the study felt this was the
most irhportant finding produced by their research effort. The Ibbs-Ashley study
quantified perceptions of the contractual parties but did not discuss how each provision
allocated risk.

Other articles that presented information on contract provisions, with risk being
addressed to some extent, are “Weather in Construction Contracts” (Hinze and Couey
1989), “Time Provisions in State Highway Construction Contracts” (Hinze and Coleman

1991), and “General Conditions Provisions Critical to Construction Contracts” (Hinze



and Tada 1993). Hinze and Couey studied how weather conditions and their effect on
construction progress were handled in public works construction contracts. Results
indicated that not only were state departments of transportation (DOT) inconsistent in
their contractual handling of weather, but that federal agencies, forced to use the Federal
Acquisition Regulations as the basis for contracting, were also diametrically opposed in
their practice on some issues. The authors stated “that contractors must carefully
examine each construction contract to establish the risk that is to be borne in delivering
the project on time.”

Hinze and Coleman focused on how the issues of time were handled in the
construction contracts of the state DOTs. Results indicated that not one provision was
identical in all state documents and that multiple provisions dealing with time “unique to
just one agency” existed.

Finally, Hinze and Tada studied general conditions in both public and private utility
contracts. In this two-part article, the authors found that requirements borne in the
general conditions of utility contracts were inconsistent. They attributed part of this
inconsistency to “differences in philosophy about the way risk should be allocated
between contracting parties.” They concluded the article with the recommendation that
utilities “join forces” and standardize construction contract documents as a unified front
would provide an obvious benefit to all in light of the increasingly litigious nature of

American society.




Chapter 3 - Methodology

3.1 - Basis
3.1.1 - Basis Introduction

As stated earlier, the purpose of this research is to identify how selected risk
elements common to construction contracts are allocated through contract provisions and
through actual practice.

It was determined that the best method to establish a solid basis for this study would
be to combine practical insight of contractors with the results of a construction contracts
provision review.

3.1.2 - Initial Interviews and Seminar Lectures

Practical insight was gained through selective initial interviews and through
attending seminar lectures presented by various contractors. The primary purpose for the
initial interviews and seminar attendance was to form a basis for learning how risk is
viewed, managed, and allocated in actual practice. As such, the initial interviews were
selective, and information gleaned from the seminar lectures was specific to the subject of
risk.

Four initial interviews were conducted with key personnel from three construction
firms. Accessibility allowed two interviews with a very large national general contractor
to be completed. The third interview was with a very large international general
contractor and the fourth interview was with a medium sized local (Seattle-based) general
contractor. The discussion in initial interviews focused on areas of risk found in actual
project completion and what recommendations could be made that would allow fair risk
allocation between the owner and contractor in the future.

Three séminar lectures attended by the author also provided insight into the actual
allocation and management of risk by contractors. The three seminars were offered at the
University of Washington as part of a Construction Engineering and Management
seminar lecture series. The format of the three seminar lectures was similar in that each
Jecture included a brief presentation followed by an open question and answer period.

Questions were also encouraged and fielded during the presentation portion of each




program. The first seminar was conducted by the owner of a local medium-sized
specialty subcontractor. The second seminar was conducted by the owner of a medium-
sized local general contracting firm that specialized in construction manager/general
contractor and design-build construction. The third seminar was conducted by a
construction/project engineer from the heavy civil division of a very large international
construction conglomerate. Questions asked by the author at the seminar lectures were
general in nature and were pertinent to the subject being presented.
3.1.3 - Initial Construction Provision Review

An initial construction provision review was completed on the contract documents of
four private utility company construction contracts and four public utility construction
contracts. The private utility companies could be classified as either medium or large
while the public utility organizations were medium in size. The focus of the initial
review effort was to determine what mechanisms and techniques were employed in
specific clauses to allocate risk.
3.1.4 - Scope of Study

When insights from the construction professionals were combined with the
information gathered in the initial construction provision review it was determined that
the following provisions would be studied further on the basis of risk allocation: intent,
errors and omissions, changes, unforeseen conditions, site investigations, submittals and
shop drawings, payments, warranty, and indemnification.

Insights from initial interviews also established that additional interviews with
contractors, owners, consultants, and architect-engineers would be the best and most

appropriate method to study how risk is allocated in actual practice.

3.2 - Data Sources

Data for the study was gathered from the multiple contract documents collected by
the University of Washington Department of Civil Engineering and from initial
interviews, seminar lectures, and subsequent interviews with construction professionals.

Forty-four different contract documents were utilized to collect examples of various




. techniques used to allocate risk in contract provisions. Three seminar lectures were
attended, four initial interviews were conducted, and twenty-three subsequent interviews
were conducted.

The examples collected from the contracts were found in the general conditions
portion of each contract. It was determined that the review should be limited to the
general conditions as this was the most likely source of the provisions of interest.

Specifications utilized could be classified as follows: five public utilities, eighteen

private utilities, two state contracts for heavy civil work, nine municipality general

* conditions, and ten state departments of transportation standard specifications.
Table 1: Specification Classifications
Specification Number
Type Reviewed
Public 5
. Utility
Private 18
Utility
State: Heavy 2
Civil
Municipality 9
|
State: Department 10
of Transportation
Total: 44

The twenty-five participants in the interviews and seminar lectures could be
classified as follows: fourteen different representatives from nine general contracting
firms, four specialty subcontractors, two owners, two construction consultants, one

. surety, one construction attorney, and one architect-engineer.




‘ Table 2: Interview and Lecture Participants
Firm Firms Number of
Type Represented | Participants
General 9 14
Contractor
Specialty 4 4
Subcontractor
® Owner 2 2
Consultant 2 ' 2
Surety 1 1
. Construction 1 1
Attorney
Architect- 1 1
Engineer
Total 25
participants:
@ 3.3 - Detailed Provision Review

A provision checklist that reflected the various elements of risk within each
provision of interest was developed as a means to systematically study the various
methods used to allocate risk through contract documents. That is, the provision
checklist acted as a detailed guide to identify possible risk nuances in the provisions of

interest while reviewing the forty-four contract documents. The checklist was developed

by correlating observations noted during the initial construction provision review

described in section 3.1.3.




3.3.1 - Provision Checklist
Questions contained within the checklist are presented below:

Intent and errors/omissions:

e Does the contract include an intent clause?

e Does intent override obvious etrors or omissions?

e Does the contract specifically state that the plans and specifications must be read
as complementary?

e Does the contract include an errors and omissions clause?

e Does the contract state that if in the plans and not specifications or in the
specifications but not the plans that the requirement will be enforced with the full
force and effect as if it is in both?

e Is the contractor explicitly required to inform the owner of an error or omission?

If so, which apply:
_ A specified time period is listed to report the error or omission
List time:
A specified time period for owner response to inquiry is listed
List time:
_ Work completed without informing the owner is not compensable
_ Contract not specific
Changes:
e Does the contract include a changes clause?
e Are all items negotiable?

If no, which of the following items are preset by the contract:

_ Subcontractor overhead _ Profit
_ Home office overhead _ Labor rates
_ Field office overhead _ Material rates

_ Equipment rates or small tools
e Are all overheads, markups, and salaries set at the beginning of the job through a

required initial negotiation?




. e Is achange or an order in writing required prior to the beginning of changed 1
work?
e Does the owner have the right to direct changed work prior to negotiating price?
e Must the contractor revise and resubmit a schedule after every change?
e Is there a specified response time for a request for a change proposal?
If so, list the time:
e Are owner-caused delays compensable as a change?
P e Can the owner require acceleration to meet the original contract completion date
or a current schedule?
e Does the owner have the unilateral right to determine the responsibility for
acceleration?

Site investigations/Unforeseen site conditions:

e Does the contract require a site investigation?
If so, to what level of detail must the contractor investigate:
. _ To the extent necessary to be familiar with existing conditions,
utilities, or soil conditions
_ Contract does not address level of detail for the investigation
e Does the contract explicitly state that information provided on existing conditions,
site characteristics, etc. may be inaccurate and should not be relied upon for
bidding and planning purposes?
e Does the contract explicitly state that the contractor is responsible for existing
conditions regardless of statements or representations in the contract documents?
e Does the contract address unforeseen or existing site conditions?
o [s extra work for unforeseen conditions compensable?
o Is notice of an unforeseen site condition required?
If so, which apply:
_ Time frame of notice unspecified _ Notice required in writing
_ Notice required as soon as possible ~ _ Oral notice required

‘ _ Notice required within 24 hours or longer
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e Is owner’s review of condition required prior to the continuation of work?

e Does the contract explicitly state that a change request for unforeseen conditions
will not be recognized if all proper notices, time frames, etc. were not met?

Submittals and shop drawings:

e  Are submittals required?

If so, which apply:

_ Product samples _ Operation and maintenance manuals
_ Shop drawings _ Certifications of product quality

_ Product data

¢ Does the contract state that the submittals will be reviewed only and that the
review will not be construed as approval of changes or substitutions to the original
contract documents?
e Are any submittals explicitly reviewed for approval?
e Does the contract state the number of days afforded the owner for submittal
review?
If so, list exact days:
e Is the coordination of shop drawings between trades and disciplines required?
e Does the contract address the level of detail required in shop drawings?
If so, which statement most resembles the contract requirement:
Schematics only
Shop drawings will be of detail necessary to ensure work can be installed
without conflict with other trades
Shop drawings will be detailed and include specific manner in which
work will be connected and coordinated with all related items and trades

Payments:

e s frequency of invoices controlled by the contract?




e Are payments for material delivered, not installed, allowed?
If so, which of the following apply:
_ A certified warehouse is required
_ Specific maximum mileage from the job site is specified
_ The contract is not specific
e Is the number of payments controlled by a “length of contract schedule™?
e Are payments only allowed on a monthly basis?
e Are payments allowed more frequently than monthly?
e Does the contract specify the time in which payment will be made?
If so, is the payment timing dependent on the date of submittal, the invoice
cutoff date, or the owner approval date? List the exact days:
e Are certified payrolls required?
e Is an owner-approved schedule of prices required prior to first payment?
e Does the contract specify the time afforded for owner invoice review?
If so, list the time:
o Isretainage addressed by the contract?
e Does the contract include a specific retainage percentage?
If so, what is the exact percentage?
e Can the retainage percentage be reduced through negotiation?
e Does the contract specifically address when retainage will be released?
If so, which time frame most resembles the contract requirement:
_ After final acceptance by the owner or final payment
__ After final release from the contractor
_ After beneficial occupancy
_ After the warranty period
e Is retainage released on a schedule (e.g., 50% at occupancy, 30% at acceptance,
20% after final release and with final payment)?

e Is a final release required prior to final payment?
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When is final payment released?

_ After final acceptance
_ After final release from the contractor

_ After the lien statutory period

Warranty:

(Note:

Warranty, as used in the context of this study, actually refers to the remedy period

required after project completion.)

Does the contract require a warranty?
If so, which type applies:

_ All defects, including patent

_ Latent defects only

_ Defects and limited maintenance

_ Defects and complete maintenance

The length of warranty is:
_ Less than a year _ Final acceptance
_ More than a year _ Not mentioned
_ One year

Is the warranty work notification process included in the specifications?

Can the owner accept defective work unilaterally, repair the work, and back-
charge the contractor?

Does the specification include a specific time period in which the contractor must
respond to a warranty issue?

Can the owner complete warranty work at their own expense and back-charge the

contractor without affording the contractor an opportunity to complete the work?

Indemnification:

Does the contract indemnify the owner in any way?
If so, classify the type of indemnity:

_ Broad _ Intermediate _ Limited
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3.3.2 - Provision Review Cross Validation

It was viewed as important to validate and cross-check information gleaned in the
provision review. Cross validation of the provision review information was
accomplished through the completion of a class assignment by a senior level construction
contracts class in the Department of Civil Engineering at the University of Washington.

The class of thirty-six students was broken up into nine groups. Each group was
given the general conditions from four different contracts and was asked to evaluate the
following areas in terms of risk: intent and errors/omissions, changes, site investigations
and unforeseen site conditions, submittals and shop drawings, acceleration, payments,
warranty, and indemnification. It should be noted that the thirty-six contract documents
reviewed, while similar in cross section to those reviewed by the author (e.g., public
utility, private utility, heavy civil, and municipality contracts), were different contracts
than the forty-four detailed previously in Table 1 and used specifically for the study.

The assignment proved to be quite useful in that it did validate the results (findings
were consistent) presented later in Chapter 4. Results from the assignment nearly
mirrored those results found in the study. Only minor nuances, not found in the primary
study, were presented by the assignment results. These minor findings are incorporated

into and presented with the results.

3.4 - Interviews

Interviews were conducted with construction professionals that are “friends” of the
University and with referrals provided by these construction professionals.

All interviews with construction professionals other than the architect-engineer (e.g.,
contractors, subcontractors, owners, consultants, the surety agent, and the attorney) were
conducted in an open, non-structured fashion. That is, the general concepts were
presented to the interview participants in an opening statement and notes were taken on
the ensuing conversation. The general concepts presented at the beginning of each
interview were risk, risk allocation through actual practice, onerous clauses, drawing

quality and effect, and procurement reform. It was determined that an “open” approach
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would be the most appropriate for these interviews as it would allow free flowing

communication and would ensure that insights gained were the original ideas of the
interviewed participants rather than ideas “framed” by the author.

The one interview conducted with an architect-engineer was completed to gain a
design professionals perspective on procurement reform. It was determined that a series
of specific questions borne from the results of other interviews would be most appropriate
in this instance. A copy of the specific questions is included with the interview summary
in Appendix B.

Of the twenty three subsequent interviews conducted after the initial interviews, two
were conducted with participants from the initial interviews and three were conducted
with the presenters of the seminar lectures. The remaining eighteen subsequent interview

participants were new to the study.

3.5 - Data Analysis

Data from the documents review was gathered into a provisions database that
includes multiple examples of each provision of interest. This data was then analyzed in
conjunction with data from the interviews to gain specific insight into risk allocation
through contract provisions. The provision review database is included as Appendix A.
Results of this analysis are included in the following section.

Data from the interviews was gathered through the analysis of information obtained
in each individual interview. A detailed summary of each interview and pertinent
information from each seminar is presented in Appendix B. Specific insights and trends

are summarized in the following Results section.



Chapter 4 - Results
4.1 - General Format

Research results related to risk allocation in contract provisions are presented first.
Results for the provisions are presented in the following sections: intent and
errors/omissions, changes, site investigations/unforeseen conditions, submittals and shop
drawings, payments, warranty, and indemnification. Each section includes an
introduction and findings.

Research results related to interviews are presented after the provisions results.
Results for the interviews are broken into the following sections: areas of risk, current
trends, recommendations for future risk allocation, effect of onerous provisions, and
effect of design quality. Each section includes multiple subsections and each subsection
includes an introduction and findings.

Conclusions reached after reviewing the results are included in Chapter 5.

4.2 - Provision Results

The information presented in this section was gleaned from the provisions review
database, Appendix A. Appendix A represents the compilation of clauses gathered
during the review of the forty-four different contract documents.

The definitions provided below clarify risk allocation techniques discussed in this
section:
Risk acceptance: Risk acceptance is recognizing exposure to risk and choosing to
maintain this exposure.
Risk avoidance: Risk avoidance is recognizing exposure to risk from a specific event and
avoiding that event.
Risk transfer: Risk transfer is shifting exposure to risk from one party to another.
Risk sharing: Risk sharing is defined as accepting responsibility for defined elements of

a specific risk and shifting responsibility for other elements of that same risk to another

party.
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4.2.1 - Intent and Errors/Omissions

Introduction:

Receiving a useable facility when construction is complete is the owner’s primary
goal. It is for this reason that owners, when drafting the contract, expend great effort to
ensure that the execution of contract documents will provide a project that meets all
functional requirements and all expectations.

Owners state that the intent and errors/omissions clauses ensure that contractors do
not take advantage of patent errors in the documents and ensure that the finished project
is complete and useable.

Findings:
Intent:
The contract provisions review indicated that intent clauses employ the risk transfer

technique. Table 3 below details some common language found in the intent provision:

Table 3: Risk Allocation in the Intent Provision

Common Risk Allocation Purpose of
Language Technique Language
1[...best general practice is to prevail... Transfer Shift risk for
ambiguous design
2 |Contractor agrees that description of Transfer Shift risk for
Work...is sufficient... incomplete design
3|...[perform work]...with the true Transfer Shift risk for
intent...without any further expense... ambiguous design
4|Any Work...that may reasonably be Transfer Shift risk for
inferred... to produce the intended incomplete design
result will be supplied...

While the commonly accepted purpose of the intent clause is to protect the owner
from claims due to patent ambiguities, a review of the documents and Table 3 indicates
that an alternative purpose would be to shift the risk of any ambiguous or incomplete
design to the contractor. The review also indicated that intent clauses are particularly

onerous and provide little opportunity for contractor relief.
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An example of a typical intent clause is provided below:

“Contractor agrees that the description of the Work to be performed is sufficient and
understands that the Work must be completed in its entirety so that it is fully ready to
perform its intended function and produce its intended results. Contractor agrees that
everything necessary to accomplish this is included in the Contract, unless explicitly

excluded on the drawings or in the specifications.”

A review of this clause indicates that it allocates substantial risk for design completion to
the contractor. The clause attempts to force the contractor to “agree” that the design is
complete and unambiguous, even though the contractor had no control over the design
and probably spent the minimum time reviewing the documents necessary to bid. The
clear aim of this clause is to transfer design risk to the contractor.

Several clauses, in fact, required contractors to “warrant ” the adequacy of design.

The clause below provides an example of this risk transfer technique:

“By the act of submitting a bid for a proposed contract, the bidder warrants that:

(1) The bidder and all subcontractors he intends to use have carefully and thoroughly
reviewed the plans, specifications, special provisions and other construction
contract documents and have found them complete and free from ambiguities and

sufficient for the purpose intended.”

Again, the sole purpose of this intent clause is to shift the risk for inadequate,
uncoordinated design to the contractor. In this instance the owner expects the contractor
to accept untold responsibility when having only reviewed the documents for patent

conflicts.
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Errors/Omissions:

The contract provisions review indicated that errors/omissions clauses vary
significantly in their employed risk allocation technique. Table 4 summarizes these

variations and presents some common language found in the errors/omissions provisions:

Table 4: Risk Allocation in the Errors/Omission Provision

Common Risk Allocation|  Purpose of
Language Technique Language
1 [The various parts of the contract are Transfer  [Shift design risk
intended to be complimentary
2 |...[owner may correct]...any errors or Transfer  [Shift design risk

omissions...when...necessary to bring
out clearly the intention...indicated by a
reasonable interpretation. ..

3 |...[contractor] shall not be liable...for his Accept Accept design
failure to discover any conflict, error or risk
discrepancy...
4 |Anything shown...in [the specifications Transfer  [Shift design risk
or drawings]...shall be furnished...as if
shown...in both...

5 |In case of conflict, the work shall not Share Share design risk
proceed until a decision has been agreed
upon by all parties concerned.

Again, the commonly accepted purpose of an errors/omission clause is to protect
against claims for patent ambiguities. Many common errors/omission provisions do not,
however, read true to this purpose. For example, items 1 and 2 in Table 4 are from the
same provision. They clearly shift the risk of an ambiguously drafted, uncoordinated

document to the contractor. The full text of this clause is presented below:

“The various parts of the Contract are intended to be complimentary to each other,
but should any discrepancy appear, or any misunderstanding arise as to the import of
anything contained therein, the explanation of the Engineer shall be final and

binding. The correction of any errors or omissions of the Drawings and
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Specifications may be made by the Engineer, when such correction is necessary to

bring out clearly the intention which is indicated by a reasonable interpretation of the

Drawings and Specifications as a whole.”

The fact that the effect of this clause is dependent on the owner’s “reasonable

interpretation” allocates substantial risk to the contractor. “Reasonable interpretation” is

often a function of the parties position and is not an item that is easily bid (e.g., an

owner’s reasonable interpretation may be quite different from a bidding contractor’s).
Item 5 details a clause that shares risk. The full text of this clause is presented

below:

“The intent of the contract documents is to provide everything necessary for the
proper execution of the work. In case of conflict, the work shall not proceed until a

decision has been agreed upon by all parties concerned.”

This provision allocates risk in a much more reasonable fashion as it requires
communication between the contracting parties and requires that the clarification and its

effect be agreed upon.

4.2.2 - Changes
Introduction:
It is a fact that, in spite of the tremendous effort spent on design, changes to the

design and the contract are inevitable. In Construction Contracts Hinze wrote, “The total

elimination of changes to a design, while desirable, is not realistic in that the design phase
would have to be extended considerably.”

The events that must occur in the eventuality of a change are almost always
choreographed by a “changes” provision. In fact, the very purpose of the changes clause
is to allow the owner to add or delete work without being in breach of contract and to

allocate risk among the contracting parties.




Findings:
Changes:
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The provision review indicated that the changes clauses used by owners differs

substantially. Table 5 presents a few of the risk elements found in a typical changes

clause. Table 5 also demonstrates the multiple risk allocation techniques employed.

Table 5: Risk Allocation in the Changes Clause

Common Risk Allocation Purpose of
Language Technique Language

Rights |1|Anticipate that extra work might be Share Secure right to

necessary... make changes

2|The Contractor shall not perform any Avoid Avoid payment for
change...without a...written Field unauthorized work
Directive...or ...Change Order.

Release {3|Each change...[is] final... with no Share Share risk of final
reservations...allowing...additional settlement
money or time...

4{...(15%) of the...field cost [will] be Share Share risk of
paid to...cover...profit, overhead, indirect costs
general superintendence and field
office expense...

Costs/Fee |5 |Fee...allowed...for [contractor] Share Share risk of
overhead and profit shall be...a indirect costs
mutually acceptable fixed fee...

6|...owned equipment [cost will not] Share Share risk of direct
exceed 85% of the equipment rental : costs
rates set forth in the ..."Rental Rate
Bluebook"...

Timing |7 |If Contractor fails to submit an Transfer  [Transfer risk for
estimate within fifteen (15) working timely pricing
days..., Contractor...[has] waived all
claims for any adjustment...

8{The approval... requires...(45) Transfer  |Transfer risk of
calendar days after submission... long-lead approval

A review of Table 5 indicates that the very nature of changes is unsure and

complicated. Items 1 and 2 control contractor and owner rights, item 3 dictates that once

compensation for a change is agreed upon neither party can seek further relief, items 4
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through 6 choreograph compensation, and items 7 and 8 dictate the timing of the process.
Additionally, each item above has specific risk allocation ramifications. For example, on
the surface, the forty-five day approval” criteria presented in item 8 appears as if it
transfers the risk of accurate long-lead pricing to the contractor. A possible result of this
clause is, however, that the contractor will price the work at an extreme premium. If the
change is priced at a premium and accepted by the owner, the contractor will have
successfully shifted the risk of long-lead pricing back to the owner.

While each changes clause reviewed was found to be unique in its approach to risk
allocation, all had some similarities. An example of a typical changes clause is provided

below:

“Without invalidating the Agreement and without notice to any surety, COMPANY
may, at any time, order additions, deletions, or revisions in the Work; these will be
authorized by a Written Amendment, a Change Order, or a Work Directive Change.
Prior to issuance of any Written Amendment, Change Order, or Work Directive
Change, the Change of Contract Price and/or Time shall be agreed upon by
COMPANY and CONTRACTOR...”

A review of this clause reveals some of the risk allocation complexities contained in the
changes clause. That is, this clause alone transfers and shares risk. The fact that work
can be ordered without notifying the surety indicates that the risk of default and non-
completion of changed work is shifted to the surety without even notifying the surety of
the change. The fact, however, that agreement must be met prior to direction indicates

that the owner is willing to share the risk of reaching a timely settlement.

No damage for delay:
Common sense says that if an owner’s action delays the contractor, the contractor is

entitled to compensation. The exact opposite is, however, often expressed in contracts.
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That is, owners often try to shift the responsibility for even their delays to the contractor.

Examples of this risk transferring technique are provided below:

1. “The Contractor agrees to make no claim for damages for delay in the
performance of this Contract occasioned by any act or omission of the City and
agrees that any such claim shall be fully compensated for by an extension of time

to complete performance of the work, as provided for herein.”

2. “Delays in delivery of District furnished materials or equipment shall not be

cause for claims for extra cost for damages by the Bidder.”

Clause 1 appears to share delay risk in that the owner is willing to extend the contract
for a owner caused delay. This is, however, of little consequence to the contractor as it
only ensures the owner cannot collect liquidated damages. The clause still does not allow
the contractor to share the risk of inefficiency and economic loss brought on by the
owner’s delay.

Clause 2 is clear in its effect: the contractor will receive no relief, schedule or
otherwise, for late material delivery by the owner. This clause uses risk avoidance. That
is, the owner is unwilling to contractually acknowledge the risk of loss due to the owner’s
delay. The clause formally shifts the risk of timely completion to the contractor in spite
of delays and no matter what the cause. It important to note that no damage for delay

clauses are, in fact, illegal in some states.

Acceleration to meet schedule:
Timely completion is always a requirement of a construction contract. The clause

included below demonstrates this fact.

“The Contractor shall provide an ample force of workmen and supervisors and

provide sufficient construction equipment, tools and facilities to perform the Work at
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the rate of progress set forth in the Contract. Should the Contractor fail to maintain

the rate of progress shown in the Contract, as supplemented by a construction
schedule approved by the Purchaser, the Purchaser may give notice to the Contractor
to initiate sufficient actions necessary to ensure that the Work is brought up to
schedule and maintained there. Should the Contractor refuse or fail to take such
actions, the Purchaser may proceed under the provisions of the paragraph herein

entitled ‘CANCELLATION BY THE PURCHASER FOR BREACH’.”

This clause effectively allocates the risk of timely completion to the contractor. A risk
allocation nuance important to note in this provision is, however, that it does not address
how the contractor seeks relief in the event that they believe that the inadequate progress
is due to the owner’s action. The very fact that this point is unclear allocates additional
risk to the contractor as they cannot be sure at bid time how this clause will be

administered.

4.2.3 - Site Investigations/Unforeseen Conditions
Introduction:

In construction contracting it would be ideal if all site conditions were known and
provided to contractors at bid time. Such a scenario would allow fair bidding and ensure
that the owner is paying for actual value received. This ideal scenario cannot, however,
be met. It would take a monumental effort to prepare contracts including every
eventuality. Such an effort is cost prohibitive.

It is for this reason that site investigation and unforeseen condition clauses exist.
These clauses require contractors to complete their own site investigations and allow

contractor compensation in the event that a condition is materially different from what

could have been expected.
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Findings:

Site investigation/existing conditions:
The contract provisions review indicated that the site investigation clause typically
transfers risk from the owner to the contractor. Table 6 below details some common

language found in site investigation provisions.

Table 6: Risk Transfer through the Site Investigations Provision

Common Risk Allocation Purpose of
Language Technique Language
1 [CONTRACTOR ...has visited the job site, ... Transfer  |Shift risk for design
familiarized itself with the local conditions... inaccuracy

correlated its observations... verified locations
of structures...and observed no obstructions...

2 |All underground water, gas...shown...are only Transfer  |Shift risk for design
approximate in their locations. inaccuracy

3 [No allowance will be made...for any extra...on Transfer  |Shift risk for design
account of...discrepancies... foreseen by inaccuracy
a...proper inspection of the site.

4 |...information is not guaranteed...but is made Transfer  [Shift risk for design
available...for whatever value it may have. inaccuracy

5 {Incompleteness or error...shall not be Transfer  |Shift risk for design
cause...for extra payment. ’ inaccuracy

6 |...Contract prices are based on ...[Contractor] Transfer  [Shift risk for design
knowledge and judgment...not upon any inaccuracy

representation of the owner...

Owners maintain that the purpose of the site investigation/existing condition clause
is to protect against a contractor who may take advantage of a patent defect in design. A
review of the provisions, Appendix A, and Table 6 indicates, however, that another
purpose of the site investigations clause is to shift the risk for design inaccuracy to the
contractor.

The provision below, while quite onerous, was found to be typical example of a site

investigation/existing condition clauses.
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“It is expressly understood and agreed that the Department assumes no responsibility

whatsoever in respect to the sufficiency or accuracy of the investigation thus made,
the records thereof, or of the interpretations set forth therein or made by the
Department in its use thereof. There is no warranty or guarantee, either expressed or
implied, that the conditions indicated by such investigations or records thereof are
representative of those conditions existing throughout such areas, or any part thereof,
or that unlooked for developments may not occur, or that materials other than, or in

proportions different from those indicated, may not be encountered.”

The goal of this provision is clear: hold the owner blameless for design inaccuracy and
shift the responsibility for existing conditions to the contractor.

A couple of clauses in which the owner took some responsibility for existing
conditions were found. An example of such a clause is provided below. This clause

demonstrates risk acceptance by the owner for existing utilities:

“Water lines, gas lines, sewer lines, wire lines, service connections, water and gas
meter boxes, water and gas valve boxes, light standards, cableways, signals, and all
other utility appurtenances within the limits of the proposed construction which are

to be relocated or adjusted are to be moved by the owners at their expense...”

It should also be noted that a few of the contracts made no mention of site
investigations. The owner, in such instances, is truly vulnerable to differing site

conditions claims.

Unforeseen site conditions:

The contract provisions review indicated that risk allocation in unforeseen site
condition clauses differs materially. Table 7 below details some common language found
in the unforeseen site conditions clause and addresses some of the risk allocation

techniques employed.



Table 7: Risk Allocation through the Unforeseen Site Condition Clause

Common Risk Allocation | Purpose of
Language Technique Language
Change If the Engineer determines... Share Share risk for
materially different unforeseen
[conditions] cause an increase condition
... in the cost... an equitable
adjustment shall be made...
Owner ...[if] conditions [differ] Accept Accept
Acceptance | |materially from ... the Contract exploration
Documents ... the owner will risk for
obtain ... additional surveys unforeseen
and tests ... condition
Notice No claim... shall be allowed Transfer Transfer risk
unless Contractor has given for untimely
immediate notice ... and notice
confirmed such notice ...
within ten (10) days of
discovery.
... written notice of such Transfer Transfer risk
conditions within 2 working for untimely
days ... and shall not disturb notice
such conditions until authorized
by an FCO.

A review of the provisions indicated that most owners chose to share risk for

conditions that “differ materially” from those reasonably expected. They share risk by

promising an equitable adjustment for the changed condition if prompt notice is given

and the condition goes undisturbed prior to owner’s review, see items 1, 3 and 4 above.

One owner even chose to accept the exploration risk for the unforeseen condition, see

item 2 above.

A typical unforeseen site condition clause is provided in full text below:

“The CONTRACTOR shall promptly notify the DIVISION in writing of any
subsurface or latent physical conditions at the site differing materially from those

indicated in the Contract Documents. The DIVISION will promptly investigate

27
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those conditions and if further surveys or subsurface tests are necessary, shall obtain

the necessary additional surveys and tests and furnish copies to the CONTRACTOR.
If the DIVISION finds that the results of such surveys or tests indicate that there are
subsurface or latent physical conditions which differ materially from those intended
in the Contract Documents, and which could not reasonably have been anticipated by
the CONTRACTOR, a Change Order shall be issued incorporating the necessary

revisions.”

The intended effect of this clause is to share risk. Actual risk allocation will depend,

however, on how each party defines a “reasonably” unanticipated condition.

4.2.4 - Submittals and Shop Drawings
Introduction:

The purpose of a submittal or shop drawing is twofold: first, it serves as a means for
the contractor to coordinate and plan work and second, it serves as communication
between the owner and contractor that the project being built meets the specifications.
Submittal and shop drawing clauses dictate how contractors will communicate contract
performance to the owners during construction.

Findings: .

The contract provisions review indicated that design and coordination risk is
transferred to the contractor through the submittal and shop drawing provision. Table 8
details some language and risk allocation techniques common to the submittal and shop

drawing clause:
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Table 8: Risk Allocation through the Submittal and Shop Drawings Clause

Common Risk Allocation Purpose of
Language Technique Language

Review ... [owner] will review and approve Transfer  |Transfer risk for
with reasonable promptness ... “reasonable” review
... every effort to expedite ... review Transfer  |Transfer risk for
[will be made], but ... [owner] not untimely review
responsible for any delays ...

Approval| 3 |The approval ... shall be general and Avoid Avoid risk for
shall not relieve ... adherence to the coordination
Contract ... accuracy
The drawings shall be finished plans, Transfer  |Transfer risk for
... neat, legible... design

Level of ... plans shall be supplemented by Transfer  |Transfer risk for

Detail such working drawings ... necessary design coordination

to adequately control the work.
Working drawings shall be furnished Transfer  |Transfer risk for
... as required for the completion of design and
the work. coordination
... as ... necessary to control Transfer  |Transfer risk for
adequately the work and its design and
prosecution. coordination

A review of the provisions indicated that the submittal and shop drawing clause

allocated more than just contract conformance and design coordination risk to the

contractor. The review also indicated that much of the language leans towards the

requirement to complete the design. Table 8 demonstrates this point. The phrases that

require contractors to furnish “finished plans”, “drawings ... required for completion”,

and plans to “control ... prosecution”, while non-specific, lend themselves to the

interpretation that contractors must do whatever is required to supplement the design such

that the project can be completed. Such an interpretation would likely conflict with a

contractor’s interpretation. In final design procurement a contractor would likely assume

construction coordination. They would not, however, be willing to assume costs beyond

what they consider to be a coordination effort.
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Table 8 also shows that phrases in the submittal and shop drawing clause typically

transfer risk. There were, however, elements of the reviewed clauses that avoided risk,
see item 3.

Substantial risk is borne from owner submittal review time as detailed by items 1 and
2. Both items 1 and 2 are ambiguous and do not state a clear time period for submittal
review. Ambiguous language such as this transfers risk to the contractor as the owner
will determine the intent of such phrases as “reasonable promptness.” A prudent owner
may state the exact time of review so that expectations and responsibilities of contractual

parties are clear. An example of clear review period language is included below:

“In no case shall the Contractor’s submittal schedule allow less than fourteen (14)

days for Owner’s review.”

Two clauses are presented in full text below. The first clause, while brief, represents
an example of a shop drawing clause that is clear and only requires contractor design
coordination. The second clause is much more onerous and is unclear in its effect. The
second clause is open to multiple interpretations and, as such, allocates more risk to the

contractor. The first clause would likely be preferred by the contractor because of clarity

and clear effect.

1. “The data shown on the Shop Drawings will be complete with respect to
dimensions, design criteria, materials of construction, and the like to enable the

DIVISION to review the information as required.”

2. “The plans will be supplemented by working drawings as necessary to
adequately control the work. Working drawings shall be furnished by the
Contractor as required for the completion of the work. Except where otherwise
specified, working drawings shall be approved by the Engineer but such approval
will not relieve the Contractor of any of his responsibility. Working drawings

" shall not be considered as plan changes and any conflicts on working drawings,
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whether approved or not, shall not supercede the requirements of the original

plans and specifications.”

4.2.5 - Payments
Introduction:

The manner in which a payment for construction progress is orchestrated helps
determine a contractor’s aggregate project risk. It determines risk by dictating
subcontractor payment, influencing material ordering and delivery, and it controls cash
flows. All of these items effect contractor solvency.

Findings:

There are multiple risk elements found in payment clauses. Some of the more
common elements include frequency of payment, retention, lag time between payment
request and actual payment, payment for delivered material that is not installed,
timeliness of final payment, and final release. Table 9 details language and risk

allocation techniques for these elements.




Table 9: Risk Allocation through the Payments Clause

Common Risk Purpose of
Allocation
Language Technique Language
Frequency| 1 |Progress payments shall be issued Share Share risk of
monthly. financing
2 |Semi-monthly [payments] may be Share  |Share risk of
rendered ... financing
3 [...from time to time as work Avoid  |Avoid strict
progresses ... payment schedule
® Retention | 4 |... reserving ten percent thereof ... Transfer |Transfer risk for
non-conformance
5 |... withhold ... amount as Transfer |Transfer risk for
determined necessary to protect the non-conformance
City's interest ...

Lag Time | 6 |{[Owner] will, not later than 30 days Transfer |Transfer risk of
after receipt of Application... either timely payment
pay ...or reject ...

7 |... paid ... on or before the 30th day Transfer |Transfer risk of
of the month following ... timely payment
. 8 |... within ten days after receipt of Share  |Share risk of
each Application ... [owner will] timely payment
either pay ... the amount submitted,
or return the Application ...
Delivered | 9 |... [payment] may include Share  [Share risk for
Material nonperishable materials delivered ... delivered material
or stored ...
10|... [payment] will not include ... Avoid  |Avoid risk for
materials or equipment ... awaiting delivered material
installation.
® Final [11]...(60) days after date of [owner] Share  [Share risk of
Payment making the final estimate. timely payment
12]... (30) days from the date of receipt Share  [Share risk of
of ...[final] invoice, timely payment
Release |13 |Acceptance by Contractor of final Avoid  |Avoid risk of
payment shall constitute a release claim or lien
and waiver of all claims ...

All of the elements included above represent substantial risk to the contractor and

OowIner.
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Table 9 demonstrates that owners have multiple theories on what frequency of

payment is appropriate. Item 1 details the typical provision of monthly payments. A
clause that enables more frequent payment, see item 2, would probably be preferred by
contractors as less contractor financing for completed work would be required. Item 3
allocates substantial risk to the contractor as cash flow is uncertain and depends on the
owner’s interpretation of payments made “from time to time.”

The provision review demonstrated that multiple theories on retention exist, see
Table 9. The review indicated that the purpose of retention is to transfer the risk of non-
conformance to the contractor. Retention amounts found in the review ranged from 2.5%
to 10%, with 10% being typical. A retention technique open to interpretation is one
which states that the owner will withhold enough money to “protect their interests,” (see
item 5, Table 9). Contractor risk and cash flow is dependent on how the owner prices
their “interests” (e.g., retention may range from $0 to 20%).

Specifying invoice processing time transfers risk to the contractor. The timeliness of
the process, however, determines the amount of risk transferred. The provision review
indicated that payments are made from ten days after invoice receipt, item 8, to ninety-
three days after owner approval. The “ten days” scenario indicates an owner is willing to
accept some risk for timely payment while the “ninety-three day” scenario transfers
considerable cash flow risk to the contractor.

Risk allocation for delivered equipment ranged from shared risk (e.g., owner pays
for delivered equipment to improve cash flow) to transferred risk (e.g., contractor cannot
be paid until material is incorporated), see items 9 & 10, Table 9. It should be noted that
the owner may, in fact, be accepting additional risk by not paying for delivered material.
Such a policy could effect contractor solvency and their ability to complete the work.

Final payment and final release are often integral contract elements. Table 9, item
13, demonstrates 